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Future business trends are of interest to everyone. 
The well being of all persons, whether directly engaged 
or employed in business or not, is best served by a sus- 
tained high level of output of goods and services. Never- 
thelesssbusiness fluctuations do occur in spite of the best 
efforts of governments to prevent them. It is probably 
true that to date the efforts of governments to prevent 
business fluctuations have served only to increase the 
amplitude of such fluctuations. It is possible that this is 
inherent in the nature of democratic government and the 
eecneral level of economic intelligence. The public seems 
all too willing to support expansion through inflationary 
cheap-money policies and the like, to and even beyond 
the point of unbalance. 

In any event, the basic causes of major economic fluc- 
tuations remain obscure. Such fluctuations have been 
charged to almost everything from capitalism to sun- 
Nevertheless, businessmen must proceed upon 
some assumption concerning future economic trends. 
There is no choice. The fact that the basic causes of eco- 
nomic fluctuations are uncertain does not make it any 
less necessary to arrive at some opinion or to act on some 
estimate concerning the future. After all, the natural 
scientists do not know what electricity is; but they do 
know a great deal about its behavior. It may likewise be 
nossible to formulate a reasonable estimate of the more- 
or-less immediate level of economic activity without 
final knowledge of the basic causes of business cycles. 

In general it may be said that there are three possible 
approaches to the problem of arriving at an estimate of 
the future trend of business. These may be described as 
(1) the method of specific historical analogy, (2) the 
study of time sequences in business data, and (3) the 
method of crosscut analysis. 

The method of specific historical analogy involves the 
attempt to relate the current economic situation to some 
past period during which the basic factors that lead to 
fluctuations were somewhat similar to the current situa- 
tion, and to reason that what followed then will probably 
follow now. In the strict sense, of course, history does 
not repeat itself. There are unique factors in every sit- 
uation and, if these are misjudged, the result will be un- 
satisfactory. Estimates based on this method alone are 
likely to be either brilliantly right or brilliantly wrong. 

Many older businessmen recall the sequence of events 
that followed World War I—the price inflation, inven- 
tory accumulation, duplicate ordering of 1919, followed 
by the price collapse of 1920, and the ensuing trade de- 
pression extending into 1921. It is possible to make a 


spots. 


reasonably 


rather 


good case that the events of 1946 follow 
closely the pattern of 1919. Then, as now, there 
Was a sharp decline in the stock market in the fall ( No- 
vember), which was followed by increasing prices unt?! 
the folowing May (1920). ylenay. as now, there was an 
epidemic of strikes. There was in 1919 a tremendou 
demand tor American said especially farm products, 
and rehabilitation. There was a real-estate 
A great war had been largely financed through an 
expansion of bank credit. The 1919 break in the stock 
narket occurred in November, which was the last month 
in Which Federal expenditures exceeded receipts. It is 
not surprising, therefore, that the businessmen who re- 
member the sequence of events in 1919 and 1920 are now 
apprehensive. 


for relief 
hoom. 


However, the economic situation in 1919 was in many 
respects different from that of 1946, and these differences 
may prove to be significant. In 1919 the United States 
was on the gold standard and there was no apparent in- 
tention to abandon it. The gold reserves of the Federal! 
Reserve System were approaching the legal minimum of 
40 per cent. and this meant that bank expansion had to 
cease. In 1946 the United States is etfectively on a paper 
standard and there is, in fact, no automatic limit to bank 
expansion. Moreover, the expansionist philosophy 1s 
probably more deeply rooted in American thinking today 
than in 1919. The only practical limit to bank expansion 
at the present tine is the possibility of popular revolt 
against the consequences of expansion, 1.e., high prices: 
and, even if such a revolt occurs, it is perhaps true that, 
if and when it may appear that the result of deflation or 
even the cessation of inflation will be a lowering of 
profit: c wage sates or employment, there wil! be a re- 
newed demand for expansion. 

The bank expansion of 1919 Was qualitatively differ- 
ent than that of 1946. A much larger proportion of the 
credit exj ansion of 1919 was in the items involving in- 


dividual am! corporate credit and a much smaller pro- 
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portion in government credit. On November 14, 1919 


the total loans and investments of the weekly reporting 
member banks were distributed as follows: 


United States government securities.................. $ 2,010 million 
Loans on government securities 1,061 million 

oans on other securities * 3,202 million 
All other loans 9,147 million 














Total .-$15 420 million 





The distribution of total loans and investments of the 
weekly reporting member banks on August 28, 1946 was 
as tollows: 

United States yaenene Securities.................... $41,463 million 
Other securities . 3.442 million 
Loans on securities 3,067 million 


Commercial loans 8,496 million 
ther loans 3,515 million 


Total $59,983 million 














it is apparent that the asset structure of the, banks in 
1919 was more vulnerable to liquidation than now, since 
&7 per cent of their assets involved individual or insti- 
tutional credit. Now 69 per cent of the total loans and 
investments are represented by direct ownership of gov- 
ernment bonds. Moreover, in 1919 the member banks 
were heavily indebted to the Federal Reserve. It is true 
that a large proportion of bank holdings of the United 
States government securities is in the short terms. I[f 
the lederal Reserve and Treasury authorities should 
unite in a policy of refinancing the short terms as they 
mature by the sale of nonbank-elegible securities, the 
result would probably be a deflation on the pattern of 
1920-21. This would seem to require more courage, 
however, than has been evident in these quarters in re- 
cent decades. Such action would constitute a violent re- 
versal of the easv-credit philosophy of recent years, and 
would very considerably increase the carrying charges 
on the public debt. In short, the money managers are now 
confronted with the same dilemna that has sooner or later 
faced every inflationary government in history. The only 
remedy for the difficulties of inflation is deflation, but 
deflation is economically and politically painful. 

Anticipation of business trends by the method of time 
sequences involves the search for a series of data that 
moves early in the business cycle. It is not a method ap- 
propriate to a system of managed money. Up to 1929 
major downturns in business were always or almost al- 
ways characterized by relatively high interest rates and 
upward movements from a low point by relatively low 
interest. The interest-rate barometer furnished an excel- 
lent clue to major business turning points, probably be- 


cause the economy was operating within the limits of 
when credit expansion lowered bank 
it could go no farther.’ 
if bank reserves 


the gold standard : 

reserves to a minimum point, 

Under conditions of managed money, 

<i: A he a 

are reduced to a minimum, the fiscal authorities can “re- 

plenish” bank reserves by any one of a number of meth- 

ods available and bank expansion can go merrily on. This 

This is one of the imponderables in any estimate of the cur- 

ituation. The action Treasury an d Feder: ral Reserve authori- 

will take in refinancing maturing short-term securities is 

ns the most important ingredient of any estimate of future 

; trends. . 

It is true that even under the eold standard a given amount ot 

| could support a variable amount of bank credit, depending 
n Federal Reserve and Treasury policy. 


is the basic reason why the amplitude of business fluc- 
tuations has increased. 

A number of years ago the Harvard Economic Ser- 
vice developed a forecasting device based upon the meth- 
od of ume sequences, Three indexes were developed, each 
representing certain economic data. It was observed that 
the first of these, the so-called “A line,” typically moved 
first, followed by the B and then the C line. The typical 
sequence of events was believed to be as follows: (1) 
advancing business and commodity and security prices, 
followed by (2) a persistent rise in interest rates, fol- 
lowed by (3) declining security markets, followed by 
(-}) a decline in interest rates and reduced volume of bus- 
iness and decreasing prices, followed after an interval 
by (1) above. The device failed to prove useful after 
1929, 

Crosscut analysis, in contrast to the methods described 
above, involves an attempt to measure, evaluate, and ap- 
praise the causal factors in a given situation and to come 
to a conclusion concerning the effect of these causal fac- 
tors on the direction and tempo of economic change. 

Any searching and thorough analysis of the economic 
situation with a view to anticipating the frend will or- 
dinarily involve all three methods. A dependence upon 
the method of time sequences, without consideration of 
the economic basis or cause of the time sequence, would 
be hardly adequate. Certainly the method of specific his- 
torical analogy would be inadequate without a thorough- 
going analysis of the comparability of the two periods. 

[t is not the purpose of this study to present a definite 
and final forecast of business trends, but rather to meas- 
ure and analyze certain causal factors that are believed 
to have a close relation to the probable movement of 
business and employment. Specifically the method may 
he described as follows: 


(1) To presenta specific basis or reason for expecting 
a major downturn in business and employment. It is ob- 
viouly impossible to present all possible causal factors. 
An attempt has been made to select those which are fre- 
quently cited by business analysts and which are gener- 
ally regarded as having some basis in fact and reason. 


(2) ‘fo present the statistical evidence upon which 
the expectation of a major downturn is based. 


(3) Toexamine and analyze the logic of the argument 
and the nature and adequacy of the statistical evidence. 


(+) ‘To state a conclusion as to whether or not the ex- 
pectation of major decline based upon the single factor 
under review 1s valid. 


The possible reasons for expecting a major decline 
which are subjected to analysis are: I. Inventory accu- 
mulation. If. Disparity between prices and incomes. [:! 
Increasing difficulty of new corporate financing. LV. Ces- 
sation of creation of money and credit. 


I 


Proposition. Inventories are beginning to pile up in 


he hands of manufacturers and merchants; this points 
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to the near-term necessity for price adjustments. Since 
cost adjustments will be difficult if not impossible, a re- 
duction in business profits is inevitable. In other words, 
an umorganized buyers’ strike is developing and this will 
necessitate price adjustments, But, since labor is the chiei 
clement in both manufacturing and merchandising costs, 
it will be exceedingly dificult to bring costs into align- 
ment with a lower level of prices. 


The Evidence. The Federal Reserve Bulletin reports 
department-store (296 stores) sales, stocks, and out- 
standing orders (in millions) as follows: 


Outstanding 
Irders 
Stocks End of End of 
Month : Alonth 

4 $. 
108 
194 
263 


Sales for 
Month 
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* Preliminary. 


Somewhat more comprehensive data are reported by. 


the Department of Commerce on the inventories of 
manufacturers, wholesalers, and retailers.* Significant 
data (in millions) are shown in the following table: 


Retailers 
$6,3 12 
5.906 
6,188 
6,490 
6,604 
6,763 


Wholesalers 
$3,828 
3 978 


Manufacturers 
1943, July ............ 
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Analysis. The inventory data shown are in terms of 
doilars ; changes reflect not only changes in quantities but 
also changes in the price level. From January 1945 
through June 1946 the all commodity-price index rose 
from 104.9 to 112.9. This is an increase of 7.6 per cent. 
From January 1945 through July 1946 the price increase 
amounted to 18.5 per cent or from 104.9 to 124.3 in the 
index. The increase in manufacturers’ inventories from 
January 1945 through June 1946 amounted to 3.4 per 
cent in dollar terms but. since prices increased 7.6 per 
cent, it would appear that there was little expansion in 
physical quantities. The increase in the dollar value of 
manufacturers’ inventories from January 1945 through 


-_--- 


3 Survey of Current Business, various dates. 


July 1946 amounted to 8.5 per cent but the price increase 
i: the same period was 18.5 per cent. This disparity is 
wide enough to suggest some reduction in physica! 
quantity. 

[t may be urged that, since inventories are commonly 
stated in terms of the conservative convention of “‘cost 
or market, whichever is lower,”’ unit inventory valua- 
trons do not rise as rapidly as prices. There is a measure 
of validity in this argument only in the case of a signifi- 
cant price increase from a period of relative stability in 
prices and costs. In most cases inventories are costed on 
the basis of “first in, first out.’* and the inventory valu- 
ation is made up of a sum of unit costs of various past 
periods. But in a period of generally rising prices and 
costs, and not starting from a stable base, the change 
in prices may be regarded as an approximate measure of 
the change in costs, unless there is a change in the lag 
hetween acquisition and sale. 

ven if it were granted that there has been a consider- 
able increase in, physical inventories, it would be impor- 
tant to know why the increase has occurred. When inven- 
tories pile up in the hands of manufacturers, wholesalers, 
and retailers because goods cannot be sold at existing 
prices, the implications are serious. But even in this case 
it is undoubtedly true that inventory accumulation is a 
symptom rather than a basic cause of business decline 
Inventory accumulation may be an accelerating influence 
in a business decline but hardly a primary cause. ‘The 
cause is to be found among such factors as monetary and 
banking overexpension, cont! 
balance between durable- or | 


1 and prolonged un- 
‘ers-goods production 
and consumer-goods production, or persistent inflexibti- 
iiv in prices, wages, and costs. It is therefore not only 
relevant but essential to discover the reason for inven- 
tory accumulation 1f it exists. 

It is very likely that. if there has been inventory 
accumulation during recent months, it is related to factors 
other than inability to move goods at current price levels. 
The freight-car shortage, the maritime strikes, and the” 
shortage of certain key parts essential to completion of 
some curable finished goods seem to be sufficient to 
explain whatever increase has occurred in inventories. 

The data available on new-orders shipments and inven- 
tores .ndicate clearly that whatever increase may have 
taken place in inventories in recent months has not been 
Orders Shipments Inventories 


1945, June .. 268 163 
E_~* 164 




















Dec. 
1946, Jan. 
Feh. 























207 


due to inability to sell at current levels. The Department 
of Commerce indexes (1939100) on orders, ship- 
ments, and inventories from June 1945 to July 1946 are 
shown above. 

h 


4 Relatively few firms have adopted the “last in, first out” rule. 
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The cancellation of war orders is reflected in the 
excess of shipments over new orders from June through 
December 1945. In January 1946 the new-order index 
came into balance with shipments. 

As this is written the latest official figures on orders 
shipments and inventories: are for July. According to 
unofheial reports, however, wholesale inventories on 
September 1 were equivalent to only about five-weeks 
ales, which compares with a prewar average of six- to 
eight-weeks stock. Moreover, incoming orders have 
increased, and for the week ended September 21 were 
the second highest for the year. The thirteen-weeks 
moving average has risen for the fifth successive week to 
the highest level since the end of June. 


Conclusion. Inventories have increased somewhat, 
although ‘t is doubtful if the increase in phys:cal units is 
significantly large. The available evidence indicates 
clearly that whatever accumulation may have occurred 
has not come about through buyer resistance and that 
new orders are at least in balance with production. It 
would therefore appear that there is nothing 1n the inven- 
tory situation that would point to a near-term major 
decline in either business volume or business profits. 


II 


Proposition. Prices have increased more than pur- 
chasing power, with the result that production must be 
curtailed, or prices reduced, or costs reduced through 
increases in the efficiency of manufacture. 


from July 1945 
100) : 


Evidence. “Income paid out” 
on August 1946 was as follows (1939== 


1945, July 1946, 
Aug. ine 
Sept. 
Oct. 
Nov. 
Dec. 









































The BLS all-commodity index moved from 105.9 in 
‘uly 1945 to 128.2 at the end of August 1946. 


Analysis. Data on “income paid out” is in terms of 
1039 relatives: the change from 243 to 252 conceals a 
number of crosscurrents. There has been some reduction 
in the total labor force and some movement away from 
high-wage war industry and toward somewhat lower- 

e peace industries. On the other hand, since V-J Day 
oie have been almost universal Jipward adjustments of 
rates. There has probably been some downgrading 

There has certainly been a decrease in the hours 
worked per week. But the over-all result is very little 
chanve in the disposable income available to individuals 
the end of the Japanese war. 

Moreover, analysis of price changes and. income 
changes from one date to another date may result in an 
erroneous cenclusion: unless at the beginning date 
incomes and prices were in a more or less normal rela- 
tionship. That the relationship between incomes and 
prices was abnormal in July 1945 is readily apparent 
from the following data covering disposable income of 
individuals, consumer expenditures, and net savings of 
individuals (in billions) : 


VW ; i ie , 


of = kalls. 


simice 


Individual 
Disposable 
1] es" 


$ 67.7 


Consumer 
Expenditures 

$ 61.7 

65.7 


Net Savings of 
Individuals 


$ 6.0 
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1944 
1945, Ist quarter 
2nd quarter 
3rd quarter 
4th quarter 
1946, lst quarter 
2nd quarter 
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The abnormal rate of saving during the war years 
resulted from a combination of high incomes, controlled 
prices, and long hours of employment, as well as a high 
level of employment. 

It is significant to note that the latest data available 
(for the second quarter of 1946) indicate individual 
savings at the annual rate of 14 per cent of disposable 
income. Individual savings expressed as a percentage of 
disposable income based on the above data were as 
follows: 

1939 1945, Ist quarter 
lysis 2nd quarter 


c 

a 

1941 >. 3rd quarter 3. 
1942 4th quarter £ 
2 

4 





























1943 1946, lst quarter 
1944 2nd quarter 








- It 1s evident that the rate of savings during the war 
vears was anything but “normal,” and that the price 
level is not even yet adjusted to the prewar savings rate. 
“The idea that a major business decline is in prospect 
hecause of growing disparity of prices and incomes is 
Lased squarely on the so-called purchasing-power theory 
of business cycles. This doctrine has gained wide accep- 
tance in political and labor circles in the last decade or 
two. The fundamental tenet of this doctrine is that 
depressions are caused by a deficiency of consumer pur- 
chasing power. The corollary that booms and runaway 
prices are caused by excess purchasing power, is not 
emphasized by either labor leaders or political leaders. 

\Within the limits of this discussion it is not possible 
to trace the origins or the many ramifications of this 
theory. For the humanitarian it 1s an appealing notion; 
for, if the theory 1s true, the obvious way to prevent 
cepressions is to “create purchasing power” and give it 

»the unfortunate and the dispossessed and the recipients 
of small incomes generally.° Other proponents of the 
knowing that only production can “create pur- 
chasing power, urge instead the diversion of purchasing 
nower from high-income receivers to low-income re- 
ceivers by taxation or other means. Thus purchasing 
power would be diverted from persons who might “over- 
save” to persons who may be expected to spend the funds 
immechately. 

This purchasing-power theory has a simplicity that 
makes it acceptable to many. It is certainly true that pur- 
chasing power is lower in periods of depression than in 
Loom periods (although so far as strictly consumer 
coods are concerned this is less true than generally sup- 
posed). What could be simpler, then, than to reason that 


theory, 


5 The equally obvious corollary that, if the theory is true, the 
way to dainpen an inflationary boom is to reduce purchasing power 
and particularly the purchasing power of small- “income receivers 
is not emphasized by proponents. 
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lack of consumer purchasing power is the prime cause 
of major business declines. 

From the nature of things it is not possible to disprove 
the purchasing-power theory in any scientific sense. The 
evidence offered by Leonard P. Ayres, however, is diffi- 
cult if not impossible to ignore. If this evidence does not 
entirely disprove the theory, it certainly raises grave 
doubt as to its validity. Avres points out that the business 
cycle 1s made up almost entirely of variations in produc- 
tion and employment in durable-goods and especially in 
producers’ durable-goods industries. This of course is not 
new. Most responsible students of the business cvcle have 
recognized and appraised this fact. Avres, however, goes 
on to demonstrate that business buying as opposed to 
individual consumer buying makes up a far greater pro- 
portion of total purchases than generally supposed. 
According to his data, it appears that five-sixths of the 
purchases of finished durable goods are made by busi- 
nesses rather than by individual consumers.® Moreover, 
about 43 per cent of all finished goods, durable and non- 
durable, are purchased by businesses rather than by 
individual consumers. 

But the most significant part of Mr. Ayres’ analysis is 
his statistical test of the theory that variations in con- 
sumer purchasing power give rise to cyclical fluctuations 
in business and employment. If the theory is valid, it is 
clear that important downturns in business activity 
should be preceded by a significant reduction in consumer 
spending power. It is equally clear that the upward move- 
ment of business from depression should be preceded by 
expansions in consumer spending power. Mr. Ayres used 
factory production of consumer goods as a measure of 
consumer purchasing power. He examined the data on 
business cycles in the United States from 1899 through 
1938 and found that, in the typical business cycle, there 
was no tendency for changes in the volume of consumer 
spending to precede major movements in business. He 
did find that changes in the volume of business spending, 
as indicated by capital issues, commonly preceded the 
turning points in business cycles. He points out that the 
purchasing-power theory fails to offer an adequate ex- 
planation of recoveries. “It is hard to believe that at the 
lowest point of most depressions large numbers of indi- 
viduals simultaneously decide to increase their purchas- 
ing despite the fact that their incomes, which mostly 
come from business, have not been raised.” 

The purpose of this discussion is neither to propose 
nor to evaluate a theory of business cycles. We are here 
interested only in trying to determine whether or not the 
probabilities are that business will turn downward 
because of an alleged present or prospective decline in 
consumer spending. It is therefore relevant to consider, 
not only whether it is a fact that purchasing power has 
lagged in recent months, but also whether there is any 
cause-and-effect relationship between changes in indi- 
vidual purchasing power and subsequent changes in busi- 
ness and employment volume. On the basis of the evi- 
dence, it is apparent that the belief that changes in con- 


6 Leonard P. Ayers, Turning Points in Business C yeles, 1939; 
see especially Chapter X. 
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sumer purchasing power forecast changes in production 
and employment cannot be sustained. 


Conclusion. Recent changes in the relationship 
between incomes savings and prices do not point to the 
inevitability of a primary decline in business and emplov- 
ment. This is true for two reasons: 


(1) While the savings rate has declined somewhat 
from abnormal war levels and will perhaps decline 
further, the rate of savings is still substantially in excess 
of the prewar savings rate. 


(2) It is improbable that there is any cause-and-effect 
relationship or any time-sequence relationship between 
changes in individual purchasing power and changes in 
business volume and employment. 


III 


Proposition. New corporate financing, and espec- 
ially equity financing for new capital purposes in ade- 
quate volume, is essential to a sustained high level of 
production and employment. The downturn of stock 
prices in September 1946 was preceded by (and perhaps 
caused by) a series of new-offering failures. These were 
failures in the sense that the underwriters were unable to 
market the securities at the offered price and in some 
cases were left with sizable inventories of “undigested 
sccurities.”” These failures were significant in that they 
were symptomatic of a loss of business confidence in the 
prohtability of new enterprises. Whatever the cause of 
this loss of confidence, the upward trend has been inter- 
rupted and a decline of indeterminate proportions must 
ensue. This decline will go on until the cause or the 
causes of investor unwillingness to invest savings in new 
enterprise have heen removed. 


Evidence. The Securities and Exchange Commis- 
sion renorts various data concerning new financing on a 
monthly basis. The following tables show new corporate 
financing by months since June 1945, with the distribu- 
tion of uct proceeds between new-money financing and 
retirement of debt and stock and the distribution of gross 
proceeds according to the type of security issued. 

New Corporate FInancinG (Net Proceeps in Mittions) 


Divipeo Between New-MOoONEyY FINANCING AND RETIREMENT 
or Dest anp Stock 


Retirement 

New-Money of Debt 
Financing and Stock Mise. 
1945, June 
July 
Aug. 
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6 
New Corporate FinancinG Divipep AccorpiInG 
To Type or Security Issuep (Gross Proceeps 
In MiLiions) 

Common and Preferred Bond and 
Stock Notes 
1945,June . $ 7 $ 85 
uly .. 304 640 
Aug. Oe ae ee. \ eee 74 366 
IY”. itiniaabeeiileceisaliahteiaeal sdseaatee iatabenanenebuntis 114 682 
(Oct. 172 905 
A a Ne 49 72 
Dec. 112 358 
gg NEL aN ait SS AAR ae le 179 74 
RE at ee eee ee eee ae wee 58 239 
March 137 280 
Apr Cs 425 
0 Be Nie He RE AE 207 637 
RIES EI a SS TL NEN 284 369 
July 234 439 
OLE eG, SC Ty vee 182 315 


Mention has been made of the evidence offered by 
leonard Ayres that in the typical business cycle there is 
a tendency for a decline in new-money financing to pre- 
cede the downturn in business activity. 

Litortunately the formal data available covers the 
period onty through August 1946, while the decline in 
stock prices did not get under way until early September. 
i! is certain that September and October will show de- 
clines, but until the data becomes &vailable the extent 
of the decline will not be known. 

Perhaps the present thesis has its main support not in 
the available published data but in the belief that new 
linaneing is difficult at best in a falling market and in 
the fact that the stock market high in June 1946 was 
accompanied by the conspicuous failure of a number of 
security offerings. These included the American Airlines 
preferred and the United-Rexall Drug offering. Under- 
writing failures of July and later months included the 
Hoving, Jack and Heintz, Cincinnati Gas and Electric, 
and Willys Overland preferred issues.’ 


Analysis. While it appears to be true that major 
chances in production and employment are almost always 
preceded by comparable changes in the volume of new- 
money financing, it would be important to know whether 
or not all important changes in the volume of new-money 
financing are invariably followed by similar changes in 
Lusiness volume. 

I.xamination ef new corporate financing by stocks, as 
compiled by the New York Journal of Commerce and 
reprinted in Ayres, leads to the conclusion that, while 
ninjor downturns in business activity are almost always 
preceded by downturns in new financing, It 1s not true 
that all important changes in the volunie of new financing 
are followed by comparable changes in the volume of pro- 
duetion and employment. Two important instances occur- 
red in 1926 and 1930. There was a significant decline in 
new finaneing in 1926 which was not followed by a simi- 
lar change in business. It is true that there was a sharp re- 
action in stock prices in March of 1926; but in May there 
was a recovery followed by a slow increase during the 
remaining months of 1926. Business activity was main- 
tained at high levels throughout the vear, although the 
volume of new financing remained at a low level. Again 
it, the spring of 1930, following the stock-market crash 
of late 1929, there was a significant pick up of new 
fnancing but it was not followed by a corresponding 
improvement in general business. 


tT Which declined approximately 40 points below the offering 
rice on syndicate dissolution. 


Moreover, examination of the data indicates a tend- 
ency for peaks in new financing to coincide with stock- 
price peaks. This was notably true in 1919, 1929, and 
1936-37. It likewise appears that in general the bottoms 
of new tinancing coincide with the bottems in stock 
prices. This was notably true in 1921 and 1932-33. 

[t would appear that the evidence of Ayres merely 
points to the fact that major downturns in business are 
commonly preceded by a similar movement in stock 
prices. This was true in 1919, 1929, and 1937. But, on the 
other hand, there have been important stock-price de- 
clines that were not followed by any significant or con- 
siderable decline in business activity ; on occasion (1926), 
they have been followed by an upward movement. 

The question, then, is relevant whether there is any 
reasonable way to determine hov far a stock-price 
decline must go before it is clear that a business decline 
will inevitably follow. The answer is probably in the 
negative. The stock-price decline in 1903 amounted to 27 
per cent from January to October. The decline from 
july 1919 to August 1921 amounted to 33 per cent. The 
1919 decline was the forerunner of a trade depression 
hut the 1903 decline did not result in anything more than 
a very mild and slight dip in business activity. 

it may be that the important thing is not the percentage 
decline but rather the historic level of stock prices. In 
both 1903 and 1926 there were sharp declines, but at the 
bottoms prices were still high in relation to the levels of 
the preceding decade. In this connection it may be impor- 
tant to note that current stock prices are approximately 
at the level of V-J Day and are high in relation to the 
levels of recent vears. 

It is important to note that new security offerings have 
not stopped altogether. While the formal data are not yet 
available, it even appears as this is written that there has 
heen some increase in recent weeks. The successful offer- 
ing of H. J. Heinz preferred and common stocks and the 
‘immediate premium and the successful flotation of 
Pacific Telephone bonds point to the fact that there is a 
market for new issues that are priced on a realistic basis. 
‘the forthcoming American Telephone and Telegraph 
issue Is Of sufficient magnitude to influence the monthly 
cata for the month in which it appears. The success or 
failure of this flotation might be a matter of no small 
significance. 


Conclusion. The decline in new financing and the 
associated decline in stock prices do not point to the in- 
evitability of a downturn in business and employment. 
There have been comparable declines in stock prices 
hefore that were not followed by trade depressions. I[t 
appears that stock prices, even after a large percentage 
decline, are still at sufficiently high levels relative to the 
prices of recent years to permit an adequate volume of 
new financing, assuming that no further and considerable 
decline occurs. 

Nevertheless it will be important to note the success 
or failure of forthcoming new security offerings. A series 
of new-offering failures might be as valuable a clue to the 
existing level of values as it was in June. On the other 
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hand, a series of successful new Lsaierg' might point 
the way to improvement. 


IV 


Proposition. \ business decline is inevitably in 
prospect because of the cessation of creation of money 
and credit. The financing of the government deficit 
through the sale of bonds to banks of deposit has sub- 
stantially the same economic import as the printing of so 
much currency. For nearly a decade and a half this 
monetization of the public debt has been the principal 
sustaining and stimulating bullish factor. This long and 
persistent inflationary force has now been reversed and 
there is no reason to expect bank expansion in the fore- 
seeable tuture. This is true for at least three reasons: 

(1) The government deficit has been or shortly will be 
changed to a budgetary surplus. 


(2) The attitude of the Board of Governors of the 
Kederal Reserve System and the growth of anti-inflation- 
ary opinion would indicate the possibility of refinancing 
hank-held bonds by the sale of nonbank-eligible securi- 
ties. This might lead to a reduction in bank holdings 
through absorption by private holders. 

(3) The combined Federal Reserve ratio* is now ap- 
proximately 43 per cent. This is near the old legal mini- 
mum. [tis true that the minimum has now been reduced 
to 25 per cent, but it is unlikely that the Federal Reserve 


joard would permit bank expansion to carry the reserve . 


ratio to the new legal minimum. : 


It will be recalled that the approach of the Federal 


Reserve ratio to 40 per cent was the prelude to decline 
in 1919-20. 


Evidence. Bank expansion since 1938 is indicated 
in the following data concerning the significant asset 
and liability items of all insured commercial banks (in 


nillions )*: 
Demand* U.S.Govt. 
Deposits Demand 
Adjusted Deposits 
» Dec. $16,021 $14,506 $25,198 $ &38 
=  \ pee * 17,0463 3, sees 666 
a. {_ ae *§ 21,046 3.33; 845 
Dec. 18,903 708 3,09 48°22 1 
+ eas 58.683 59,921 
» Dee. : 21,352 7: *,) oe 65,960 
Tune ; ) 
, Dec. 
June 


Other 
Securities 


U.S. Govt. 


Loans Securitics 


12,941 


. Consists of demand deposits other than interbank and U.*S. govern- 
- 
ment, less cash items in process of collection. 


The expansion in bank reserves and deposits indicated 
in the table came about almost entirely through the pur- 
chase of government securities by individual banks, with 
the resulting increase in deposits. In case of purchase 
of such bonds by the banks directly from the Treasury, 
the first deposit to increase is the Treasury deposit, but as 
the funds are spent there is a transfer from government 
deposits to individual deposits.’” 

* Gold certificate holdings in relation to Federal Reserve note 
and | deposit liability. 

% Federal Reserve Bulletin, derived from F. D. I. C. data. 

10 The Treasury can influence bank reserves by transterring 
its war-loan or other deposits in the commercial banks to the 
Federal Reserve or vice versa. Transfer to the Federal Reserve 


reduces bank reserves, while transfer of balances at the Federal 
Reserve to the commercial banks increases reserves. 


Such a bank expansion would not have been possible 
on the basis of prewar bank reserves, and so various 
devices were employed in order to expand bank reserves 
and thus induce and even force expansion to the end that 
war financing be successful. In the main, this took the 
form of an expansion of Federal Reserve credit out- 
standing. Purchase by the Federal Reserve Banks of 
eovernment bonds’’ adds an equivalent amount of funds 
to bank reserves and, on the familtar principle of multiple 
permits (or even forces) commercial 
r loans. Significant data on led- 
cral Reserve credit outstanding 1s shown in the tollowing 
renee 
mei 


expansion, banks 


to expand investinents « 


(from the Federal Reserve Banks combined state- 
Sinomilhons): 


le di ral 
Ri Cr oe Gold 
Credit ertificate 
Outstar ing Reserve 
1940, Aug. 31 .........8 2,516 
1941,  - set 
1932, » re. aid 
i: 43, ie a. 
44, Sept a 
19. , Aug. 3 
14 he. Aug. 23 


ede ral 

Reserve 

Notes Joh 3 
Out standing 


24,352 


* Per cent of amount in column 2 to the totals of column 3 and 4. 


The ‘Treasury cash income and outgo and the increase 
in the gross debt of the United Statés are shown in the 
(in millions): 


>| | 
table below 
Execss of Increase ix 
Cash ‘ash Casi r¥OSS 
Fiscal Year Ending Income Oxutao 
June 30, 1940 ............02000-6$ 7,019 553 ¢ 2,530 
L941 i ates 


194 
1943 pecocnscapescostaces Oa 


1944 , 
are 
1946 eocceeeseoeecosoocos * &, 
1945, Tuls 
Aug. 


Changes in the gross debt obviously do not correlate 
with the excess of ‘Treasury outgo over income. This is 
because of changes in the Treasury general-fund balance. 
Since February 1946 the Treasury has been paying off 
debt from the excess cash from the December 19-45 toan 
drive. It is clear that this liquidation does not have much 
farther to go. The Treasury general-fund balance has 
declined from approximately $26 billion in December 
1945 to $1b billion in August 1946. 


Analysis. The extent of the deterioration in the 
credit structure of the United States is clearly revealed 
in the data presented above. The Federal Reserve state- 
ment is in some respects reminiscent of 1919. But it 
differs from 1919 in that the member banks are not 
heavily indebted to the federal Reserve, as they were in 
1919. Moreover, the setting and background of general 
monetary philosophy is fundamentally ditferent than in 
1919. The evidence is sobering. It is not, however, con- 
clusive. 

It would make no difference whether such bonds were pur- 


chased from the Treasury, fronrthe banks, or from individuals or 
listitutions. 
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It isa fact that the gross debt of the United States has 
been reduced, beginning in February 1946, and that the 
banks have been disinvesting in government bonds at a 
recoyd rate during the same period. This is, however, a 
fact of almost no significance so far as the general eco- 
nomic situation is concerned. The simple facts are that the 
war-loan drive of December 1945 resulted in an excess 
Treasury general-fund balance and that this excess has 
been utilized to reduce the debt. The reduction in the 
gross debt from February through August amounted to 
$11.6 billion and most of this was bank-held debt. The 
reduction of bank holdings from February through June 
was $8.3 billion. The major portion of bonds retired were 
from batik holdings because the bonds retired were the 
short-term, low-yield certificates not attractive to indi- 
viduals and held almost entirely by the banks. 

It is true that this retirement of bank-held bonds 
caused a reduction in total bank deposits. But it is not 
true that it caused a reduction in the deposits of individ- 
uals, institutions, and corporations. The reduction was 
entirely in Treasury war-loan deposits in the commer- 
cial banks. These Treasury deposits declined $14.6 
billion from February through August. The difference 
between the reduction of war-loan deposit accounts of 
$14.6 billions.and the $11.6 billion gross debt reduction 


‘is a rough measure of the Treasury deficit for the period. 


The reducion of war-loan deposits was little mote 
than a matter of bank bookkeeping, if we consider the 
banking system as a whole, although particular banks 
may have been pressed by the transfer of such funds to 
the Federal Reserve preparatory to debt retirement. 
Bank deposits other than Treasury deposits, as reflected 
in “demand deposits adjusted” of the weekly reporting 
member banks, showed an increase of about 5 per cent 
from March 1 through August 28. 

While it is dangerous to rely on the theory that his- 
tory repeats itself, it must be pointed out that historically 
booms do not collapse at the first sign of credit strin- 
gency. Indeed credit stringency often marks only the 
beginning of the explosive stage. Both in 1919 and in 
1929, the decline followed a prolonged period of risin 
interest rates. It is not difficult to understand why this 
should be. The increasing volume of business requires 
the use of credit, and unless the supply of credit is cor- 
respondingly increased the rate must increase. Commer- 


cial-paper rates rose from about 4 per cent in late 1916 to 


about 8 per cent in mid 1920. From the beginning of 1928 
to October of 1929 the commercial-paper rate increased 


from 3.88 per cent to 6.13 per cent. On the basis of the ~ 


experience of 1919 and 1929, we should expect the down- 
turn to come perhaps two years from the upturn in inter- 
est rates. 

This does not mean that it is reasonable to expect a 
two-year continuation of the boom on the basis of this 
evidence. It only means that the fact that long-term inter- 
est rates have increased about .25 per cent is not to be 
considered as a reasonable basis for predicting a quick 
collapse. 

The business and banking community seems to be able 
to do either a large or a small volume of business on a 


given amount of credit. If the volume of credit remains 
the same but business activity remains at a high level or 
increases, the velocity of turnover of bank deposits will 
increase rapidly. On the other hand, when the govern- 
ment attempts to stimulate business by some sort of 
financial magic which has the result of enlarging the 
credit base (as in the 1930s), the result is quite likely to 
be merely a decrease in the turnover rate. In any event, 
on the basis of historical evidence it may be said that one 
of the first signs of credit strain (in addition to rising in- 
terest rates) is an increase in deposjt turnover. There 
have been no significant recent changes in deposit-turn- 
over figures through the month of August. They remain 
at or below the comparable prewar figures and show 
no indication of credit stress. 

[n the final analysis it is absurd to attempt to measure 
or calculate the limits of monetary and credit expansion 
in a paper-money economy. There is no limit to a printing 
press, whether that printing press is utilized in printing 
greenhacks or bonds. From the nature of things the only 
limits to expansion in a fiat-money economy are political 
in nature. The fundamental question is, then, at what 
point the policy of expansion of credit will becomé a 
political liability. That point will be reached when two 
conditions are present: 


(1)When a politically significant segment of the vot- 
ing public is adversely affected by the result of monetary 


‘and credit expansion, i.e., high prices and unbalanced 


production. ° ; 


(2) When that politically significant segment of the 
voting public comes to accurately identify the cause with 
the effect. 


The opinion is here offered that the first of these con- 
ditions has been met but not the second. A politically 
significant segment of voters is being adversely effected 
by high prices, but it has not yet come to identify high 
prices with an expansionary money and credit policy. 
When the relationship between government spending 
and deficit financing on the one hand and high prices on 
the other becomes clear, there will be a quick and violent 
reversal of policy, whichever party happens to be in 
power. y 

While it is true that there is theoretically no limit to 
credit expansion in a paper-money economy, there is a 
limit to such expansion at any particular moment, because 
of the legal limitations then prevailing. In other words, 
indefinite expansion requires a series of financial rabbits 
to be pulled out of the hat. These may involve such 
matters as further gold devaluation, monetization of 
silver, removal of the gold-reserve requirement against 
Federal Reserve notes, reduction of the required Federal 
Reserve ratio of gold reserves against deposit and note 
liability. or legislative authorization of issue of fiat 
money.'? 

One analyst has calculated the limit of capacity of the 

12 The so called “greenback amendment” authorizing the 


President and the Secretar¢ of the Treasury to approve the issu- 
ance of United States notes was repealed June 12, 1945. 
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member banks of the Federal ung System to absorb 
government bonds as $834 billion. This was computed 
on the basis of the credit situation and applicable laws 
as of 1943. It was also constructed on the assumption that 
the member banks, the Treasury, and the Federal 
Reserve Banks would take all steps possible and legal 
to maximize expansion. Since that time changes have 
been made in the legal minimum reserves of the Federal 
Reserve Banks. The required reserve has been reduced 
to 25 per cent against both note liability and deposit 
hability from 40 per cent and 35 per cent, respectively. 
Oddly enough this change has the effect of reducing the 
expansion potential rather than increasing it. Under the 
law in efiect prior to June 1945, the reserve requirements 
were 40 per cent in gould certificates against note liability 
and 35 per cent in gold certificates or lawful money 
against deposit liabilities. This made it possible for the 
Federal Reserve Banks to use gold certificates for the 
40 per cent reserve against note hability and then to use 
their Federal Reserve notes as reserve against deposit 
liabilities. When the minimum reserve requirement for 
the Federal Reserve Banks was reduced in June 1945 to 
25 per cent against note liability and 25 per cent against 
deposit liability, in each case the reserve was required 
to be in the form of gold certificates with no mention of 
“lawful money.” 

As of August 28, 1946, the excess reserves of the 
Federal Reserve Banks apparently amounted to $7,584 
million.’* A very rough calculation would indicate a 
further expansion potential of $151.6 billion on the basis 
of these excess reserves. On the basis of a 25 per cent 
reserve ratio, the reserve banks could increase Federal 
Reserve credit outstanding by four times $7,584 million, 
or $30,336 million. With member-hbank reserve balances 
swelled by this amount, these banks, on the basis of mem- 
ber-bank minimum reserves of 20 per cent, could expand 
assets and deposits by five times $30,336 million or $151.6 
billion. 

Moreover, comparison of Treasury gold holdings with 
gold certificates held by the Federal Reserve Banks indi- 
cates that the Treasury holds in excess of S2 billion in 
unmonetized gold.?° If this gold were monetized by issu- 
ance of gold certificates and these certificates deposited in 
the Federal Reserve, the excess reserves of the Federal! 
RKeserve Banks would he increased by per cent of 

$2 billion or $1.5 billion. Federal Reserve credit out- 
nO ns could be increased by $6 billion on the basis of a 
25 per cent reserve and this would swell member-bank 
reserve balances. On the basis of member-bank minimum 
reserves of 20 per cent, the expansion potential repre- 
sented by this unmonetized gold is $30 billion, 

We must conclude that the credit resources of the 
Federal Reserve System are not running out. The expan- 
sion potential of the banking system is still enormous. 
But this expansion potential is not an automatic mechan- 


13 James C. Dolley, “Ability of the Banking System to Absorb 


Government Bonds,” Journal of Political Economy, Feb. 19453. 

14 Computed by subtracting from the total of $18,097 million of 
gold certificates 25 per cent of the total of Federal Reserve notes 
outstanding plus deposits : $18,097 million—25 per cent of $42,053 
million. 

15 Including the Exchange Stabilization Fund. 


16 


ism.'® The power to utilize the resources of the Federal 
Reserve Banks either to expand or to contract credit is 
vested in the Board of Governors. We must, of necessity, 
try to come to some conclusion concerning the probable 
hehavior and attitude of these men in the matter of credit 
eXpansion or contraction. This is not essentially a prob- 
lem in economics. There can be no “scientific approach” 
to such a problem. However, the formation of an opinion 
as to the probable future behavior of the Board might be 
based on some of the following lines of reasoning: 

(1) Assume that the Board of Governors is made up 
of men witha rather unified political and economic philo- 
sophy, and attempt to determine what present action 
would be indicated by that philosophy. 


Attempt to determine what action will ae be 
taken on the basis of the public utterances 
of members of the Board. 


and statements 


(3) Assume that the Board of Governors represents 
the political party in power and that the actions of the 
board will not be out of harmony with the j olitical 1 inter- 
ests of the dominant party. 


It would probably be somewhat inaccurate to assert 
that the members of the Board of Governors are men 
with a closely unified political and economic philosophy. 
Nevertheless, it would be surprising, in view of the 
source of their appointment, if they were not in general 
associated with the “managed money,” “mature econ- 
gmy, free-spending Keynes-Hansen philosophy. It is 
fundamental in this philosophy that monetary or banking 
expansion in a situation of underemployment does not 
result in price inflation but only in an increase in employ- 
ment of men and resources. On the other hand, according 
to this philosophy, monetary or banking expansion under 
conditions of full employment will result only in price 
inflation. If we were to stop here it would inevitably be 
concluded that, if the Board of Governors follows this 
philosophy, immediate action would be taken to restrict 
credit in view of full employment and rising prices. 

ut it should not be forgotten that the proponents of 
this philosophy assert their unwillingness to achieve busi- 
ness sttbiltiy merely by leveling out the peaks and valleys 
of the business curve. They want stabilization at boom 
‘eve's, and believe this.can be achieved by a sufficiently 
bold spending and credit policy. Moreover, they are not 
afraid of debt (“We owe it to ourseives” ). One writer 
has stated his belief that a national debt of $4,000 billion 
would be easily supportable.** Proponents of this philo- 
sophy have what is almost a pathological horror of rising 
or high interest rates. This is associated with deflation, 
which is to be avoided at all costs. They have no conti- 
dence in the interest rate as a device for stimulating 
savings and rationing capital. 


16 We learned in the 1930s that merely expanding th e excess 
reserves of the member hanks did not automatically result in busi- 
ness expansion, in the absence of qualified willing borrowers. 
Forced expansion of excess reserves at such a time merely reduced 
deposit turnover and increased government bond prices. But this 
would hardly be true in a boom situation. 

17 Seymour Harris, Postwar Economic Problems, 1943. 
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It is unfair and inaccurate to charge that the Board 
of Governors shares the extreme views of the free-spend- 
ing “secular stagnation” school ; but it would be unrealis- 
tic not to take, into account the undoubted fact that the 
Board does believe in the effectiveness of “managed 
money” and the policies that are usually associated with 
that concept. Just as undoubtedly, it does not believe that 
there should be a rapid and continuous monetary and 
credit expansion. If for no other reason, the results would 
be politically unpalatable. It would therefore appear 
reasonable to conclude that the Board would be reluctant 
to pursue a deflationary policy very far. The quick re 
versal of policy by the Board in 1937-38 would seem te 
substantiate this belief. 

Nevertheless, while the Board may not wish to deflate, 
it may wish to stop or slow up the rate of expansion. Here 
the Board is confronted with a devilish dilemma. Any 
action that it may take to arrest the boom must inevitably 
have the cifect of increasing interest rates. An increase in 
interest rates, in view of the large proportion of the debt 
ini short terms, will considerably increase the carrying 
charges on the public debt. No way has yet been devised 
by which credit can be restricted without a rise in interest 
rates. Yet evidence is not lacking that the Board is seek- 
ing some sort of “financial magic” that will permit it to 
attain these mutually contradictory objectives.’* 

The public statements of members of the Board do not 
in general reveal a great deal that is useful in anticipating 
future policy.”” However, a recent memorandum bv 
Chairman Eccles to the National Outlook Conference of 
the Department of Agriculture shows the attitude of the 
chairman on some matters that have a bearing on national 
credit and fiscal policy. The following excerpts from the 
memorandum are believed to be significant : 

“The war and postwar situations and the inflation that 
has already occurred have created distortions and malad- 
justments. Sooner or later they will have to be corrected 
... the volume of purchasing power in the hands of indi- 
viduals and business is not only adequate but excessive 
... Any slowing down of inflationary pressures 1s cause 
for optimism rather than pessimism ... Now the need 
is to realize that we cannot sustain prosperity by keeping 
up the inflation process. in?ation can only end in collapse 
... High income and employment require demand sufh- 
cient to buy what the people can produce. Durmg the 
30's demand was woefully inadequate. This basic made- 
quacy may well develop again when the backlog demands 
have worn off unless we have policies and programs to 
forestall] it . nor is there justification for increasing 
iiterest rates? which would greatly complicate the gov- 
ernment’s problem of managing the public debt and in- 
crease the cost of carrying it without the offsetting ad- 
vanage of preventing inflation ... more work and more 
coods are the basic cures for inflation.””*? 
~ 48 Space limitations prevent discussion of this evidence. 

19 See “Government and the Banking System,” an address of 
Board Member James K. Vardamon, Jr. to the annual conference 
of the National Association of Supervisors of State Banks in 
Cleveland, Ohio, Sept. 19, 1946, reprinted in the Commercial and 
Financial Chronicle, Sept. 26, 1946. 

20 Italics mine. 


*1 Released Oct. 7, 1946 and reprinted in the Commercial and 
Financial Chronicle, Oct. 17, 1946. 
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This statement reveals a continued adherence to 
“deficiency of consumers purchasing power" theory of 
husiness cycles, together with a belief that purchasi: 
power 1s now excessive. It indicates also a belief 
credit policy should not be such as to feed the inflationa: 
hres when purchasing power is already excessive. Sis 
heantly., however, it indicates an unwillingness to con 


: : ‘ q . . . 
sider any poliey which would lead to increasing interest 


rates. It is perhaps not unfair to assert that the stat 
nent indicates a belief on the part of Chairman Eccle 
ina slowing up of credit expansion or perhaps eve: 
httle deflation. But. in view of the position taken on it 

est rates, it does not point to a sustained and consistent 
policy of deflation. Certainly the Board cannot go in tw 
directions at once. Interest rates cannot be kept at 
levels and a boom-restraining credit policy followed 
the same time. 


} 


Members of the Board of Governors are appoimt 
for fourteen-vear terms and are in theory not concerne 
with matters of party politics. Probably few would alles: 
that members of the Board are primarily interested 
advancing the political interests of the presently dominant 
party. However. it is true that the Board was entire’, 
reconstituted in 1935 and that the appointive power his 
rested in a single party for nearly a decade and a halt. 
The Board of Governors is perhaps the most power /ul 
arm in the administration of fiscal policy. it is incon- 
cetvable and highly undesirable that the Federal Admin- 
istration have one fiscal policy and the Board of Gover- 
nors another fiscal and banking policy. From the nature 
of things the Federal Reserve Banks cannot be indepen- 
dent in the strict sense. This is perhaps regrettable, but it 
is nevertheless a fact. The Federal Reserve Banks can- 
not be independent, if for no other reason, because the 
Treasury could if it wished largely nullify their actions. 

With this in mind, it would be unrealistic not to weigh 
properly the fact that a national election will be held in 
1948. If the Board believed that sometime in the next two 
or three years a slowing up of credit expansion would Je 
imperative, the political necessities would seem to call for 
a slowing up or even reversal of credit expansion now 
in order that renewed expansion could be timed for 
1945.27 If # mild trade recession 1s in prospect, it wou'd be 
politically advantageous to have it now, followed by re- 
covery and expansion in election year. 

It should be understood that no allegation is here made 
that members of the Board are motivated principally ty 
base political motives. They are, however, human beings 
and it would be remarkable if they were able to complete- 
ly divorce such considerations from their calculations. 
We are here only trying to appraise the many factors that 
have to do with the probable future policy of the Board. 


Conclusion. On the whole it does not appear that a 
credit deflation of major proportions ts in prospect. The 
Board of Governors as well as the Treasury is apparently 
unwilling to take any steps which would have the effect 
of increasing interest rates. Therefore, no really restric- 
22 Whether a boom can be restrained or stopped by a credit 
policy that does not go so far as to cause an increase in interest 
rates is very doubtful. 
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tive credit policy is possible. It is probable that the Board 
will try to talk the boom down, although past experience 
indicates that this policy is futile. The Federal deficit may 
diminish somewhat but commercial borrowing will un- 
doubtedly continue to expand. In any event, under pres- 
ent circumstances business expansion can be financed in 
some measure by an increase in deposit turnover. 

It is not, however, at all impossible and is perhaps even 
probable that there will be an interruption of the boom, 
a sidewise movement that might last as long as a year. 
Price distortions, especially in capital goods and _ real 
estate, may undergo some immediate correction. While 
no really deflationary fiscal and banking policy 1s in pros- 
pect, it would be an error to suppose that fiscal and bank- 
ing authorities wish the boom to continue. They will 
probably attempt to exercise some restraining influence 
within the limits of their political and economic philo- 
sophy. This might well result in some intermediate shake- 
outs in particular areas of the business structure, such as 
real-estate prices, some capital-goods prices, or the prices 
of some industrial raw materials and farm products. 

It is even possible that in the course of time the fiscal 
and banking authorities will see the ultimate necessity of 
inflation control and come to the point of being willing 
to sacrifice their treasured cheap-money policy. When 
and if this occurs, a decline of more than intermediate 


proportions will be indicated. . 





THE CENTRAL LANE 


PLANNING COUNCIL 


A. FrremMan HouMer* 


Instructor in Political Science, New York University 


Inthe United States, at least, business and taxes seem 

inseparable. Because of our Federal form of government, 
businesses pay taxes to both the national and state govern- 
ments and all businesses (directly or indirectly) con- 
tribute to the support of local governmental units. Yet 
most of the recent criticism of business taxation has been 
leveled against the ederal government, to the exclusion 
of the growing problem of local finance. 

The problems of loca! taxation are multiplied by three 
factors. (1) Local gover:ments depend almost entirely 
on property taxes for their revenue. (2) The jurisdiction 
of local units overlap so that one piece of property may be 
subject to taxes levied by several units. City property, for 
example, bears taxes levied by the county, the city, and 
the school district. and may also contribute to sewer- or 
water-district expenses. The combined burden may be 
excessive. (3) The postponement of major projects, 
forced by the war, has created a tremendous backlog of 
needed expenditures. 

Recognizing that the first two factors are not likely 
to he effectively modified in the near future, the citizens 
of Eugene, Oregon and the surrounding area have made 
progress toward improved local taxation by approaching 
the backlog of expenditures with wisdom and foresight. 


* During the academic vear 1945-46, Mr. Holmer was engaged 
in graduate work at the University of Oregon. 


Before the close of the war, certain of Eugene's civic 
leaders met to form an extralegal, nonpartisan, informa! 
“Central Lane County Planning Council.” This council 
included representatives of the thirty-seven tax-levying 
agencies in the area within a six-mile radius of [ugene. 
These thirty-seven units were the county, three municipal 
governments (Eugene, Springfield, and Coburg), twen- 
tv-five school districts, four water districts, three rural 
fire-protection districts, and one combined water and 
rural fire-protection district. : 

Inach of these districts-had, of course, its own plans for 
the postwar vears. It was not the purpose of the Plan- 
ning Council to propose a superplan, but rather (through 
the individual and combined influence of its members) to 
encourage the adoption of plans by each of the units 
which would contribute most to the development of the 
area. This problem was essentially one of priorities. 

As Wilham M. Tugman, managing editor of the 
ugene Register-Guard is wont to remark, “Sewers 
arent pretty, but they are awfully essential.” The Plan- 
ning Council proposed to see that sewers received their 
proper priority in municipal plans. 

Closely related to the problem of priority was thai of 
assuring an orderly system of finance. The debts of 
governmental units in central Lane County, which had 
taken one tax dollar in every three in the early 1930s, had 
heen virtually expunged by 1946. “Pay as you go” had 
been adopted as the fiscal policy of all units, whenever 
possible. Consequently, whatever plans were adopted 
were based on the assumption that they would be paid for 
out of cash reserves or out of currently increased tax 
rates. The Planning Council sought to assure continu- 
ance of cash financing, while keeping property taxes 
stable and reasonable. 

Achievement of this stability demanded that the many 
tax-levying units coordinate their plans over a period of 
years, so that taxpayers in one area would not find that 
each unit levying taxes on that area had decreed that its 
most expensive project would be started in 1947. 
Obviously, such a coincidence is possible. Only a coordin- 
ating influence can prevent the coincidence and the ensu- 
ing disruption of tax rates. 

The Central Lane County Planning Council has 
attempted to provide this coordinating influence. Armed 
with no legal power, it has none the less had great effec- 
tiveness in causing each uffit to analyze its own needs and 
lay plans for their fulfillment over the next decade. An 
examination of the recent deliberations of the city coun- 
cial and the school board of Eugene reveals a real etfort to 
“level off” the capital expenditures proposed for the next 
ten vears. As vet, the Planning Council has not been able 
to exert sufficient influence to cause one agency to suspend 
its plans in favor of those of another. Indeed, it would be 
difficult for anybody to contend, at the present time, that 
the city’s needs for streets and sewers should take prece- 
dence over the needs for additional school buildings. But 
it is to be hoped that the trend toward local planning, 
which the Central Lane Council has fostered, may ulti- 
mately make that sort of coordination possible. 

Political expediency makes it easier to obtain popular 
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these expenditures demands the existence of an agency 
such as that which is at work in central Lane County. 
Unless such an agency is at hand, a stable tax rate will 
be the result only of happy coincidence. Any businessman 
would preter that such stability was achieved by plan. 
The Central Lane County Planning Council is éne tool 
to this end. 


approval of a new school, a municipal ‘swimming pool, 

_ or street improvements than to convince the electorate 

of the need fur a new jail or city hall. Only an earnest 

group of influential citizens, such as the Planning Council, 

can secure popular approval of expenditures in logical 
priority—even if “sewers aren't pretty.” 

Assurance of an orderly, stable program of finance for 





CURRENT BUSINESS TRENDS IN OREGON 


BANK DEBITS 


Bank debits go-yuy the doll ar ve alue of the checks drawn against individu: al bank deposits. Ap Proxim ately 90 per cent of all goods, Baan rty 
and services is paid for by check. Bank debits are regarded as indicators of the general trend of business, thou gh their value for this purpose m b 
impaired by substantial changes in the general level of prices. The omen of Business Research collects bh: ink debits from 92 banks and branches mor th Iv, 
On oceasion, the totals for the same month in different issues of the Review are not directly comparable because of necessary adjustments in basic da 


Number of 

Banks Debits Debits Debits 

Marketing Districts Reporting Sept. 1946 Aug. 1946 

Oregon &4 $805,065,891 $753,929,738 
Portland (Portland, Hillsboro, Oregon City, etc.) ......-.....-0-0++ §13,511.030 457,884,697 


Lower Willamette Valley (Salem, Stayton, McMinnville, etc.) 67,791,204 63,055,598 
Upper Willamette V alley ( Albany, Eugene, Corvallis, etc. Rigs 60,313,305 73,163,805 


Sept. 1946 compared with 
Sept. 1945 Aug. 1946 Aug. 1945 
$636,411,402 + 6.89% + 26.55% 
429,340,271 
45,884,109 
48,094,923 
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North Oregon Coast (Astoria, Tillamook, IT i enninttidendiededuaia * 
Douglas, Coos Bay 
Southern Oregon (Ashland, Medford, etc.) 
Upper Columbia River (The Dalles, Hood River, etc. panetih Oa 
Pendleton area PIS 
Central Oregon (Bend, Prinev ille, etc.) 
Klamath Falls, Lakeview area 
Baker, La Grande area 
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18,997,421 
15,963,431 
34,168,759 
17,374,976 
18,381,858 

8,097,514 
27,167,786 
16,258,635 

7,939,972 


21,401,936 
15,656,690 
32,231,781 
16,436,445 
19,443,368 

8,018,133 
24.282 2 7 / 77 
14,732,918 


16,534,246 

9,293,551 
21,291,178 
12,746,221 
11,420,425 

6,210,534 
20,250,336 
10,429,849 
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Burns, Ontario, Nyssa 7,621,590 4,915,759 


BUILDING PERMITS 


Building permits give an indication of building operations planned rather than actual construction under way. Care must be taken, in interpreting 
these data, to allow for the lag which may elapse between the issuance of the permit and the beginning of actual construction. The data have been collected 
by the Bureau of Business Research. 


New New eer * Alterations 

Residential Nonresidential & Repair s Totals Totals Totals 

Sept. 1946 Sept. 1946 Sept. 1946 Sept. 1946 Aug. 1946 Sept. 1945 
Albany . $ > $ — $ apes ° 3 79,825 $ 49,050 
Astoria 9 1,200 146,065 51,945 
Baker 2,850 17,050 14,200 
Bend 1,025 38,665 36,065 
Coos Bay 5,000 10,000 OU 12,500 5,250 
Corvallis 108, 640 14, 689 
Grants Pass 
Klamath Falls 
La Grande 
Medford 
Oregon City 
Pendleton 
Portland 
Salem 
The Dalles 
28 other communities... 
























































6,825 
54,009 
$ 579,353 


1,62% 
134,889 
$1,019,677 


491 000 
Total , $1,702,460 


679, ‘898 
$3,301,490 


881, 90¢ 
$4,909,430 





$2, 893, 385 
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MANUFACTURING EMPLOYMENT 


(Source: San Francisco Regional Office, Bureau of Labor Statistics) 


Aug. 1946 July 1946 Aug. 1945 
127,600 121,900 163,200 


Lumber & timber basic products 61,000 57,700 
Furniture & finished lumber product 6,600 
Iron, steel products 4,300 
Transportation equipment 5,400 
Machinery, except electrical 2,900 
All other durable goods 3,900 


Total, durable goods 


PORTLAND CONSUMERS’ PRICE INDEX 
September 15, 1946 


Industry (Source: San Francisco Regional Office, Bureau of Labor Statistics) 


All manufacturing, total 





In the three-month period between June 15 and September 15 
Portland prices advanced 7.6 per cent. Food prices advanced 16.5 
per cent and were mainly responsible for the over-all advance. 
Index readings for the base period 1935-1939, for the date closest 
to the’ attack on Pearl Harbor, and for June 1946 are given below 
for comparison with those of September 15, 1946: 


1935-39 Dec. 15, 
Average 1941 




















81,200 





June 15, Sept. 15, 
1946 94 
Food & kindred products 1 140.3 
Tetxile-mill products | 158.4 
Apparel & other finished fabrics Clothing Y . 149.7 
Paper & allied products .. Rent , ys 114.1 
1 121.3 
1 159.1 
1 132.7 








22,600 All items 
3,700 Food 




















Printing & publishing Spee Soetwiotey, and gas 
ouse furnishings 
Miscellaneous 





Total, nondurable goods 43,500 40,700 
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